Bottleneck to Growth: Inadequate Infrastructure by Llanto, Gilberto M.
Policy Notes
March 2004 No. 2004-02
PHILIPPINE INSTITUTE
FOR DEVELOPMENT STUDIES






*The author is Vice-President, Philippine Institute for Devel-
opment Studies (PIDS) and Research Fellow, Rural Development
Research Consortium, University of California, Berkeley.
1Fabella (1997), citing the successful Taiwanese experience in
economic development, indicated the importance of upgrading the
general economic environment and of providing competitive infra-
structure. Competitive infrastructure is of two types: hard and soft.
The former refers to infrastructure in the form of roads, ports, tele-
communications and shipping. Soft infrastructure consists of peace
and order, that is, governance and human infrastructure in the form
of skilled and educated labor force in a predictable labor market.
T
he emerging world environment is characterized
by highly mobile factors of production and trad-
ing rules drastically changed by global economic
integration and fierce competition for investment
capital. This is evident in the hard realities where pro-
duction and distribution processes are intertwined with
cross-border suppliers and contractors defying the old,
established rules, and components of a product are
sourced from different locations, assembled elsewhere
and distributed by a product coordinator to web surfers
in the cyber world.
The disaggregation in commodity trade is parallel to a
similar disaggregation in the type of financial capital de-
ployed (Paderanga 2000). Thus, it is certain that an
economy that fails to adjust and become more competi-
tive in today’s emerging world environment suffers the
consequences of lost markets and insignificant invest-
ments, slower growth and higher unemployment levels
(Llanto 2000). If nimble adjustment and competitiveness
are key to keeping and opening new markets and to gen-
erating investments for more growth and higher incomes,
what can help to bring these about?
Infrastructure, growth and poverty reduction
Part of the answer lies in having efficient infrastructure
in place. Efficient infrastructure reduces transaction costs
and creates value added for producers. It also links pro-
ducers to global supply chains and distribution systems
thereby creating access to discriminating global markets
for goods and services. The rapidly developing countries
in East Asia that have made substantial investments in
efficient power, telecommunications, transportation and
production techniques, among others, have surged ahead
of other noninvesting developing countries in the chal-
lenging path toward development.1
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In today’s globalized and integrated markets, adequate
infrastructure is indispensable for growth while inadequate
and inefficient infrastructure can be a serious constraint
to growth. In the Philippines, local and foreign compa-
nies blame the high costs of doing business on the poor
state of infrastructure in the country (Aldaba et al. 2001).
Because of its low ranking in infrastructure—49th among
60 economies globally and 10th in a regional ranking of
16 countries—the Philippines has failed to attract pri-
vate investments (Economist Intelligence Unit 1999).
Infrastructure services are not only for the attainment of
economic growth. Recent studies also suggest the im-
portance of infrastructure in poverty reduction,2 with pov-
erty reduction being most sensitive to road infrastruc-
ture, followed by education, agriculture and irrigation as
shown in a study by Kwon Eunkyung (2000).3 In terms of
water infrastructure, for instance, another study (Jalan
and Ravallion 2001)4 showed that families with access
to piped water had lower incidence and duration of diar-
rhea for children below five years old than families with-
out access.
Given the above, it is imperative for the Philippines to
address its serious lack of infrastructure. This can make
the difference between rapid and sustainable growth and
low-level growth. A snapshot of the current situation of
infrastructure in the country as well as some of the cru-
cial issues in the policy landscape of the infrastructure
sector are presented in this Policy Notes.5
The sad state of infrastructure in the country
Overall, the country is ranked lower than other ASEAN
countries in terms of performance in infrastructure (Table
1).
The distressing situation of infrastructure contributes to
a lack of competitiveness of the country vis-à-vis its ASEAN
neighbors. According to the World Bank, a recent com-
________________
2Arsenio Balisacan, 2002. Pathways of pov-
erty reduction: rural development and transmis-
sion mechanisms in the Philippines. Paper pre-
pared for the Asian and Pacific Forum on Pov-
erty, Manila, Asian Development Bank, Febru-
ary 5-9.
3Kwon Eunkyung, 2000. A link between
infrastructure, growth and poverty in Indone-
sia: stage 1 report. Manila: Asian Development
Bank, Economics and Development Resource
Center.
4However, the authors pointed out that
children of poor families whose mothers had
limited education were not able to benefit from
access to piped water, indicating that general
education is important in raising the awareness
of the poor of the benefits of an improved ser-
vice such as access to piped water.
5Because of space limitations, this Policy
Notes does not discuss the sector-specific issues
in the different components of the infrastruc-
ture sector, i.e., power, telecommunications,
water and sanitation, etc. The reader is referred
to World Bank (2000); Serafica (2002); Llanto
et al. (2000); Llanto (2002); Patalinghug (2003)
and other studies for a discussion of sector-spe-
cific issues.
Table 1. Performance in infrastructure: rank of select countries
Philippines Indonesia Malaysia Singapore Thailand
Overall infrastructure          
maintenance and
development 47 40 18 1 25
Density of road network 45 37 38 2 42
Density of railroads 42 41 37 47 35
Number of passengers
carried by air
transport companies 39 31 22 20 19
Water transport
infrastructure 46 41 22 3 33
Total indigenous energy
production 28 5 6 49 25
Investment in
telecommunications 9 29 7 14 42
Telephone lines per
1,000 inhabitants 47 48 38 23 46
Cellular subscribers per
1,000 inhabitants 43 48 33 19 45
International telephone
costs 31 46 42 16 39
Source: World Competitiveness Report 2001; Key Economic Indicators of Developing Countries,
ADB 2001No. 2004-02 3
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petitiveness ranking by the World Economic Forum places
the overall competitiveness of the Philippine economy at
number 54 out of 75 countries in the world. Overall infra-
structure quality is ranked 8th from the bottom, placing
the Philippines only slightly ahead of Vietnam in Asia,
and behind Thailand, Indonesia and China (Table 2).
Public and private expenditures on infrastructure
The situation may be explained by the fact that the Philip-
pines has not been spending enough on infrastructure
development compared to other ASEAN countries that
devote 5-6 percent of GDP to infrastructure expenditure.
Figure 1 shows the country’s serious underinvestment in
infrastructure spending in the period 1985-2002.
Because the government has
been unable to raise revenues for
infrastructure investments, it re-
lied on private sector participa-
tion in the sector, especially in
the power and energy and trans-
port sector. The biggest private
expenditures on infrastructure
were in telecommunications,
roads and transport in 1994 and
in water resources development
and flood control in 1997. The
private sector also made sub-
stantial investments in power
and energy in response to the
power crisis in the early 1990s.
Unfortunately, private sector par-
ticipation in infrastructure seems
to have waned as an aftermath
of the 1997 Asian financial crisis and the lack of confi-
dence in the economy. Thus, the inadequacy of infrastruc-
ture in the country has become a bottleneck to growth
and development.
The imperatives
To address the serious lack of infrastructure investments,
policymakers have to tackle the following issues in the
immediate future:
Need for substantial revenues. The first big challenge is
to raise substantial revenues to at least reduce the huge
fiscal deficit and address the infrastructure gap (Table
3). Since not all infrastructure services can be completely
privatized, the public sector will continue to be a major
source of infrastructure investments. Revenue perfor-
mance posted a slight improvement in 2003 attributed
to several reforms in tax administration. Manasan (2003)
urges the institutionalization of these reforms to ensure




Road infrastructure quality 2
Irregular payments in tax collection 2
Electricity prices 4
Brain drain 5
Port infrastructure quality 6
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Irregular payments in public contracts 7
Overall infrastructure quality 8
Effects of compliance on business 8
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continued tax collection efficiency. Four new tax measures
were proposed by the Department of Finance (DOF) to
increase revenues but Congress was only able to enact
the restructuring of the excise tax on automobiles.6 With
the national government budget leaning towards other
sectors like national defense and general administration
such as experienced in the 2002-2003 budget, the infra-
structure sector would be further adversely affected.7
Need for financially self-sufficient GOCCs. There is not
really much more to cut from the national government
budget. More than 30 percent of the budget is for auto-
matic debt service, leaving a very thin margin for growth-
enhancing expenditures. The real problem on the expen-
diture side is the huge amount of aids and subsidies
channeled to government-owned-and-controlled corpora-
tions (GOCCs). The largest contributor to the consolidated
public sector deficit is not the national government but
GOCCs such as the National Power Corporation
(NAPOCOR). The common observation is that state en-
terprises are well-known for their inefficiency. Therefore,
there is a need to review government ownership and con-
trol of the GOCCs. Privatization is an option that should
be taken seriously by the government. However, if GOCCs
should remain under government ownership and control,
they have to become financially self-sufficient. At present,
they cannot raise sufficient revenues because they are
unable to charge cost-recovery tariffs due
to political intervention. For example, the
toll fee set in December 2003 for the South
Luzon Expressway was around P0.33 per
kilometer; the ASEAN average was around
P3 per kilometer. No wonder Thai and In-
donesian roads have far better mainte-
nance than Philippine tollways.
The politicization of certain goods/services
such as electric power, water and transport has rendered
those GOCCs dependent on national government subsi-
dies to keep them afloat. Unfortunately, the subsidies
(costs) are generally borne by taxpayers, poor and nonpoor
alike, by both urban and rural residents and by both Metro
Manila and non-Metro Manila residents. The benefits of
the subsidized infrastructure services, however, are dis-
proportionately conferred across income classes, with
the nonpoor capturing a larger share of the benefits than
the poor.
Need for more efficient implementation of projects. Gov-
ernment has to do something about the cost overruns,
faulty design, poor quality of infrastructure, poor project
implementation and the inefficient utilization of official
development assistance (ODA). A frequent cause of de-
lay in infrastructure projects is the lack of funding for
right-of-way acquisition together with various constraints
such as the presence of informal settlements in public
infrastructure project sites. There must be greater cer-
tainty with respect to the provision of budget for right-of-
way acquisition and more innovative solutions to the prob-
lem of informal settlers. The re-enactment of the 2003
budget should be to the advantage of the Department of
Public Works and Highways (DPWH) but with the con-
straints identified at the agency level such as the right-
of-way acquisition, lapses in bidding, contracting and pro-
curement procedures, and poor compliance to documen-
tation requirements, there is a risk that even if resources
could be made available, these will not be efficiently utilized.
On the other hand, given various demands for govern-
ment funding, the government should prioritize which in-
________________
6The other proposed tax measures were (1) the indexation of
excise tax on sin products, (2) rationalization of documentary stamp
tax, and (3) the creation of the National Revenue Authority.
7Manasan, 2003. Analysis of the President’s Budget for 2004:
looking for the complete (fiscal) picture.
Table 3. Fiscal operations
 
1999 2000 2001 2002 2003
  
Total  revenues 478,502 514,762 563,732 566,940 626,630 
Total  disbursements 590,160 648,974 709,606 778,717 826,498 
Fiscal deficit (111,658) (134,212) (145,874) (211,777) (199,868)
Deficit as GDP share -3.75% -4.06% -3.97% -5.26% -4.59%
Source: Manasan, 2003No. 2004-02 5
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frastructure projects to undertake based on certain cri-
teria, e.g., economic and financial returns, and others. It
can ill afford to start with many projects at the same
time when it cannot even provide sufficient funding to
finish what have been previously started. For example,
why should government even think of starting the 32.14
kilometer-long phase 1, section 1 of the North Rail project
(the segment from Caloocan City to Malolos City) when
an important segment of the Metropolitan Rail Transit
(MRT), Line 3 (from North Avenue in Quezon City to
Balintawak in Caloocan City), which is a mere 5.12 kilo-
meter stretch, remains unfinished? Why should govern-
ment think big when it cannot even efficiently discharge
smaller responsibilities?
The government must therefore continue its reform ef-
forts in the infrastructure sector, e.g., the Procurement
Law of 2002, and create the incentives for efficient project
implementation through prioritization given a hard bud-
get constraint, competition, transparency and stability of
public contracts.
Need for developing capital markets. The government
cannot just rely on official development assistance or
ODA (read: loans from multilateral and bilateral institu-
tions) and borrowings from the capital market to finance
not only infrastructure but the day-to-day running of the
government. While ODA is important, it is not the solu-
tion to the financing gap. What the country needs is to
develop policies and mechanisms to encourage long-term
domestic savings as source of financing for infrastruc-
ture projects. Policymakers have to understand the seri-
ous implications of a currency mismatch in infrastruc-
ture projects that use foreign loans to finance long-lived
assets which yield returns in pesos. They have to work
hard with the private sector in the development of the
capital markets.
Need for clear and adequate regulatory frameworks.8
Given recent experience in the difficulty of establishing
________________
8For an extended discussion, see Gilberto M. Llanto 2002, In-
frastructure development: experience and policy options for the fu-
ture. PIDS Discussion Paper Series No. 2002-26.March 2004 6
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cost-recovery tariffs, there is a great need to reform the
regulatory frameworks governing the different infrastruc-
ture sectors, e.g., power, telecommunications, water and
transport, and to have independent regulatory institutions
that will ensure fair competition, adequate returns to the
private investor and consumer welfare. A credible and
transparent regulatory apparatus, i.e., framework and in-
stitutions, encourages more private investments in the
infrastructure sector. While competition legislation can
remedy or prevent uncompetitive corporate structures,
monopolistic price-setting or cartel behavior, efficient regu-
lation would still be necessary. For example, executive
action is sometimes necessary to introduce an element
of competition in a particular sector. This is what former
President Fidel Ramos did to improve the climate for com-
petition and investments in the telecommunications sec-
tor, with very satisfactory results. Telecommunications
became a strong driver of growth not only for the service
sector but also for the whole economy.
Clarity of procedures for bids and award and dealing with
disputes and unforeseen events in an infrastructure sec-
tor is also indispensable for the private sector participa-
tion in the infrastructure sector. Certainty about
government’s role in implementing commitments, e.g.,
balancing its concern for distributional fairness with effi-
cient tariff adjustment processes, gives private investors
a large measure of comfort and assurance that the util-
ity firm will remain financially viable through tariffs that
cover costs and generate profit margins.
Finally, the feasibility of having an effective regulatory
regime rests on the design of a fitting or appropriate regu-
latory and institutional framework. It is important to have
a well-designed regulatory framework that can guard
against threats of capture and other regulatory risks.
Among the foremost criteria of good regulatory design is
clarity in terms of the objectives of regulation and the
roles of regulators. This would bring about predictability
that helps minimize uncertainty and risks in the concerned
sectors and boosts investor confidence.      
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